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In order to know how the amount of debt servicing
affects the profitability of a firm, it is useful to calculate earn-
ings after payment of interest but before depreciation. In the
case of the technocrat entrepreneurs and self - employment
schemes, the entrepreneur's risk capital will be low and he
depends on external funds on which he has to pay interest,
This adversely affects the profitability of the unit. This inbuilt
disability ultimately results in the sickness of the unit.
Expenses / Net Sales
This ratio measures the operational efficieny of a firm.
However, an incease in the volume of sales is accompanied by
an increase in expenses but at what rate expenses increase in
relation to sales determines the efficiency of the management.
Expenses mean the cost goods sold (including cost of
raw-materials consumed and manufaturing expenses), admini-
strative cost, sales expenses and interest. Depreciation and
taxes should not be added to the expenses. A high ratio
indicates inefficiency of management. Expenses which are not
under its control lead to sickness. In order to know which
part of the expenses are increasing, it is better to calculate the
ratio of each head of expense to net sales. The cost of goods
sold increases along with the sales volume either due to ineffi-
ciency of management or rise in cost of production. If admini-
strative and sales expenses increase more than proportionately
to sales, it only indicates the operational inefficiency of a firm.
If interest to net sales increase more than proportionately, it
denotes greater dependence on external funds.
Earnings Before Depreciation and Interest / Net Sales
This ratio tells of profits earned on the net sales after
covering all operating expenses i.e., raw-materials consumed,
manufacturing, administrative and sales expenses. This is an
important indicator of the efficiency of a firm. If any firm
earns some profits on sales after providing for depreciation,
it can be called a successful firm but otherwise, it is unsuccess-
ful. A high ratio means high profits in relation to sales.
Than alone a ploughback of profits can take place which
increases the net worth, and the working capital of the firm
and lessens the amount of debt which will reduce the burden